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NOTES AND COMMENTS
alleged conversion is effective in the non-rental situation. No compel-
ling reason exists why such a taxpayer should be denied a deduction
for reasonable upkeep expenses such as those relating to maintenance
and management. Thus, the sounder judicial approach would be to
recognize that once an abandoned residence is deemed converted
under the Newcombe test, a separate inquiry must be conducted to
determine the propriety of allowing a depreciation deduction. This
inquiry would consist of ascertaining on an annual basis whether the
property is expected to produce recurring income. The second alter-
native would have the advantage of continuing to allow deductions
for upkeep expenditures when an abandoned residence is held for
ultimate sale, while at the same time requiring at least an expecta-
tion of present income for a depreciation deduction. Admittedly, the
imposition of a bifurcated inquiry requirement upon a court does not
represent a simple answer. As a standard for depreciation, however,
the Newcombe test for conversion is unsatisfactory. It is contrary not
only to several long-standing requirements for depreciability of an
asset, but also to the fundamental purpose of the federal income
tax-the taxing of net income.
77
STVEN E. LEWIS
THE EXCLUSIVE NATURE OF INTERNAL
REVENUE CODE SECTION 1235: A FORGOTTEN
CONGRESSIONAL POLICY
Under the current tax law, an inventor may qualify for capital
gains treatment on the sale of his rights to a patent in either of two
ways. Section 1235,' which was enacted by Congress to encourage
7A third possibility would be for Congress to intervene and allow a depreciation
deduction, even though such action would conflict with the underlying theory of depre-
ciation as expressed in this article. Legislation would, however, have the effect of
ending the uncertainty currently surrounding the conversion issue. See note 11 supra.
'INT. REv. CODE of 1954, § 1235 provides in pertinent part:
(a) GENERAL.
A transfer (other than by gift, inheritance, or devise) of property
consisting of all substantial rights to a patent, or an undivided interest
therein which includes a part of all such rights, by any holder shall
be considered the sale or exchange of a capital asset held for more than
6 months, regardless of whether or not payments in consideration of
such transfer are-
(1) payable periodically over a period generally coterminous
with the transferee's use of the patent, or
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individual inventors to contribute to the general welfare of the na-
tion, 2 enables a patent-holder to obtain long-term capital gains treat-
ment regardless of the capital nature3 or actual holding period of the
patent rights.4 If the transaction does not meet the requirements of §
1235, an inventor may still receive capital gains treatment if the
transaction qualifies under the general Code provisions relating to
capital gains.' It would appear, however, that Congress has at-
(2) contingent on the productivity, use, or disposition of the
property transferred.
(b) "HOLDER" DEFINED.
For purposes of this section, the term "holder" means-
(1) any individual whose efforts created such property, or
(2) any other individual who has acquired his interest in such
property in exchange for consideration in money or money's worth
paid to such creator prior to actual reduction to practice of the inven-
tion covered by the patent, if such individual is neither-
(A) the employer of such creator, nor
(B) related to such creator (within the meaning of
subsection (d)).
(d) RELATED PERSONS.
Subsection (a) shall not apply to any transfer, directly or indi-
rectly, between persons specified within any one of the paragraphs of
section 267(b); except that, in applying section 267(b) and (c) for
purposes of this section-
(1) the phrase "25 percent or more" shall be substituted for the
phrase "more than 50 percent" each place it appears in section 267(b),
and
(2) paragraph (4) of section 267(c) shall be treated as providing
that the family of an individual shall include only his spouse, ances-
tors, and lineal descendants.
'See S. REP. No. 1622, 83d Cong., 2d Sess. (1954); 1954 U.S. CODE CONG. & AD.
NEWS 4621, 5082.
'Unless a transaction falls within the special qualifications of a section of the Code
such as § 1235, the item transferred must be a capital asset in order for the transferor
to receive capital gains treatment on the proceeds. The term "capital asset" is defined
in § 1221, the text of which appears in note 37 infra.
4INT. REV. CODE OF 1954, § 1222(3), provides that a capital asset must have been
held by the transferor for more than six months in order for the proceeds of the sale or
exchange to be eligible for long-term capital gains treatment. Section 1223 provides
the methods to determine the length of the holding.
5Treas. Reg. § 1.1235-1(b) (1957) provides:
Scope of section 1235. If a transfer is not one described in para-
graph (a) of this section, section 1235 shall be disregarded in deter-
mining whether or not such transfer is the sale or exchange of a capital
asset. For example, a transfer by a person other than a holder or a
transfer by a holder to a related person is not governed by section 1235.
The tax consequences of such transfers shall be determined under
other provisions of the internal revenue laws.
But see text accompanying notes 67-90 infra.
'INT. REV. CODE of 1954, § 1201 et seq.
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tempted to exclude from both these routes to capital gain an inven-
tor's transfer of patent rights to his "controlled" corporation.7 Never-
theless, this Congressional mandate has been virtually emasculated
by the Treasury Regulations' and a recent Revenue Ruling.'
Section 1235 applies only to a limited class of individuals and
transactions. Under the terms of § § 1235(a) and (b),10 the preferential
treatment is exclusive to transfers of patent rights"1 by a "holder, '1
as defined by the statute. Subsection (d) provides that the long-term
capital gain benefits authorized by § 1235(a) shall not be available
to transfers by a holder to a corporation in which he owns more than
twenty-five percent of the value of the outstanding stock.13 However,
the Treasury Regulations and Revenue Ruling 69-48214 have inter-
preted § 1235(d) to disqualify transactions from the preferential
treatment available in § 1235(a) only, rather than exclude them from
hrr. REV. CODE of 1954, § 1235(d), the text of which appears in note 1 supra, refers
to corporations in which the transferor owns twenty-five percent or more of the value
of the outstanding stock. NT. REv. CODE of 1954, § 1239(a), the text of which appears
in note 29 infra, is applicable to corporations in which the transferor owns eighty
percent or more of the value of the outstanding stock.
qTreas. Reg. 1.1235-1(b) (1957), the text of which appears in note 5 supra.
9Rev. Rul. 69-482, 1969-2 CUM. BULL. 164. See text accompanying notes 82-87 infra.
10&r. REV. CODE of 1954, § 1235(a) and (b), the text of which appears in note 1
supra.
"INT. REV. CODE of 1954, § 1235(a), the text of which appears in note 2 supra.
Tress. Reg. § 1.1235-2(b), provides in pertinent part:
(1) The term "all substantial rights to a patent" means all rights
(whether or not then held by the grantor) which are of value at the
time the rights to the patent (or an undivided interest therein) are
transferred. The term "all substantial rights to a patent" does not
include a grant of rights to a patent-
(i) which is limited geographically within the country of issu-
ance;
(ii) which is limited in duration by the terms of the agreement,
to a period less than the remaining life of the patent;
(iii) which grants rights to the grantee, in fields of use within
trades or industries, which are less than all the rights covered by the
patent, which exist and have value at the time of the grant; or
(iv) which grants to the grantee less than all the claims or inven-
tions covered by the patent which exist and have value at the time of
the grant. The circumstances of the whole transaction, rather than the
particular terminology used in the instrument of transfer, shall be
considered in determining whether or not all substantial rights to a
patent are transferred in a transaction. (emphasis added).
See also note 96 infra.
I
2INT. REV. CODE of 1954, § 1235(b), the text of which appears in note 1 supra.
uINT. REV. CODE or 1954, § 1235(d), the text of which appears in note 1 supra.
"Tress. Reg. 1.1235-1(b) (1957); 1969-2 CuM. BuLL. 164.
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any capital gain benefits entirely. The Commissioner and the Trea-
sury ruled that if a transfer of patent rights is to a controlled corpora-
tion, then § 1235 shall be entirely disregarded in determining the tax
treatment of the gain to the transferor. 15 Thus, under these rulings a
patent holder would always have recourse to the general capital gains
provisions of the Code if his transfer failed to satisfy any of the provi-
sions of § 1235.16
The interpretation given § 1235 by the Commissioner and the
Treasury appears to be contrary to the legislative history concerning
the enactment of that section. Both the House and Senate Reports
stated that the limitation in § 1235(d) "should prevent possible
abuses arising from the sale of patents within essentially the same
economic group." 7 The reports also explained that if a transfer failed
to qualify under the terms of §§ 1235(a) or(b), then the patent-holder
could turn to other avenues for capital gains treatment.'8 However,
the emphasis placed on § 1235(d) by Congress indicated that trans-
fers meeting the criteria of §§ 1235(a) and (b), and subsequently
failing to satisfy the provisions of § 1235(d), would be taxed at ordi-
nary rates.'" Thus, the proper interpretation of § 1235(d) should ex-
clude patent transfers to controlled corporations from all preferential
capital gains treatment.
The "possible abuses" that Congress warned of have been demon-
strated by three recent decisions of the Circuit Courts of Appeal. In
"See text accompanying notes 82-90 infra.
"It should be noted that while patent holders, both professional and amateur,
would have recourse to the general capital gains provisions, § 1201 et seq., the profes-
sional would not benefit from this option since stock in trade is not treated as a capital
asset. See text accompanying notes 33-44 infra.
'7H.R. REP. No. 1337, 83d Cong., 2d Sess. (1954); 1954 U.S. ConE CONG. & AD.
NEWs 4025, 4423; S. REP. No. 1622, 83d Cong., 2d Sess. (1954); 1954 U.S. CODE CONG.
& AD. NEWs 4621, 5084.
"The Senate Finance Committee report stated:
[Tihe tax consequences of the sale of patents in years to which this
section is inapplicable, or by individuals who fail to qualify as "hold-
ers," or by corporations, is to be governed by the provisions of existing
law as if this section had not been enacted.
S. REP. 1622, 83d Cong., 2d Sess. (1954); 1954 U.S. CODE CONG. &AD. NEws 4621, 5084.
"The House Committee report states:
This section provides the only method under the new Code
whereby the inventor of a patent can obtain capital gains on its sale.
Failure on the part of the seller to meet its conditions will result
(retroactively, if necessary) in the entire transaction being taxed to
him as resulting in ordinary income.
H.R. REP. No. 1337, 83d Cong., 2d Sess. (1954); 1954 U.S. CODE CONG. & AD. NEWS
4025, 4422.
Currently, individual ordinary income tax rates range from 14% to 70% of taxable
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Estate of Stahl v. Commissioner," Lan Jen Chu v. Commissioner,2
and Davis v. Commissioner,22 the courts held that an amateur inven-
torn who transfers a patent application to a controlled corporation is
entitled to capital gains treatment on the proceeds, even though capi-
tal gains benefits would not have been available had the transaction
occurred after the application was approved.Y Since a patent applica-
tion if eventually approved will become depreciable property,n these
decisions have enabled inventors, through their controlled corpora-
income. INT. REv. CODE of 1954, § 1 et seq. Long-term capital gain rates to an individ-
ual vary from 7% to a maximum of 35% depending on the individual's ordinary income
bracket. INwr. REv. CODE of 1954, § 1202. See also J. CHOMMIE, FEDERAL INCOME
TAXATION, § 107, at 324 (2d ed. 1973).
-442 F.2d 324 (7th Cir. 1971), aff'g in part, rev'g in part, 52 T.C. 591 (1969).
21486 F.2d 696 (1st. Cir. 1973), aff'g 58 T.C. 598 (1972).
-491 F.2d 709 (6th Cir. 1974), aff'g 31 CCH Tax Ct. Mem. 1155 (1972).
nIn at least one of the cases, Lan Jen Chu v. Commissioner, 486 F.2d 696 (1st Cir.
1973), aff'g 58 T.C. 598 (1972), the facts arguably indicate that the Commissioner could
have sued for a deficiency based upon INT. REv. CODE of 1954, § 1221. Lan Jen Chu
was a professor at M.I.T. He also was the owner of Chu Associates, a proprietorship
which sold "ideas, devices, and antennae developed by it to the Government or various
interested companies." 58 T.C. at 599. Over the course of time, Chu had been granted
25 different patents relating to antennae. 486 F.2d at 697. On these facts it could be
argued that Chu was a professional inventor. See Ervin G. Bailey, 22 CCH Tax Ct.
Mem. 1255 (1963).
If Chu could be considered a professional inventor, his only recourse to capital
gains treatment on the sale of patents and applications would be through § 1235. Since
the sale failed to qualify under § 1235, it should have been taxed as ordinary income
pursuant to § 1231.
"See Estate of Stahl v. Commissioner, 442 F.2d 324, 326 (7th Cir. 1971).
nTreas. Reg. 1.167(a)-3, T.D. 6452, 25 Fed. Reg. 955 (1960), provides in pertinent
part:
If an intangible asset is known from experience or other factors
to be of use in the business or in the production of income for only a
limited period, the length of which can be estimated with reasonable
accuracy, such an intangible asset may be the subject of a deprecia-
tion allowance. Examples are patents and copyrights.
The filing of an application for patent is the first formal step to securing a letter
of patent for an invention. The procedural requirements for the filing of an application
are provided in 35 U.S.C. §§ 111-22 (1970).
Once an application has been accepted as complete by the Patent Office, it is
assigned to the examining group in charge of the class of inventions to which the
application relates. In the examining group applications are reviewed in the order in
which they were filed or in accordance with examining procedures established by the
Commissioner of Patents. U.S. DEPT. OF COMMERCE, GENERAL INFORMATION CONCERNING
PATENTs 17-19 (1967).
The examination consists of a study of the application for compliance with the
legal requirements and a search through prior patents, both domestic and foreign, to
determine if the invention is new. If the examiner finds that the invention as defined
by the claims is not new, the claims are refused. If the invention is not considered
1974]
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tions, to obtain a stepped-up basis 6 with capital gain. The increased
basis will eventually be deducted from ordinary income in the form
of depreciation allowances.Y Even if the patent application is subse-
quently denied approval the corporation will be able to offset its basis
in the application with ordinary income by virtue of the deduction
available for the obsolescence of non-depreciable business property.28
Thus inventors may, through their controlled corporations, use the
depreciation allowance or obsolescence deduction to transform ordi-
nary into capital gain.
The Commissioner, apparently in an effort to be consistent with
the regulations and his ruling, has attacked these transfers on the
ground that § 1239 forbids capital gains treatment.2 This section
provides, in essence, that any gain realized on the sale or exchange
of depreciable property to a corporation in which the transferor has
patentable or patentable as claimed, the application will be rejected on the first action
by the examiner; relatively few applications are allowed as filed. Id.
If the applicant still desires to pursue a patent after an adverse ruling by the
Patent Office, he must submit a request for reexamination with or without amend-
ments. He must specifically identify the alleged errors by the examiner and must also
respond to every ground of objection and rejection in the prior office action. If the
applicant chooses to amend his application, he must clearly point out the patentable
novelty which he thinks his claims present in view ot the references to other patents
cited in the objection. Id.
The process of rejection and reexamination may go on until the Commissioner
determines that there is an allowable patent or until the rejection is made final. Id.
"INT. REv. CODE of 1954, § 1012 provides in pertinent part that, "[t]he basis of
property shall be the cost of such property .... " As used in this article, the term
"stepped-up" basis, means that the owner of the property was able to obtain an
increased basis without transferring the property outside of his control.
rINT. REv. CODE of 1954, § 167.
2INT. REv. CODE of 1954, § 165(a); Treas. Reg. § 1.165-2 (1957).
Irr. REV. CODE or 1954, § 1239. This section provides in pertinent part:
(a) TREATMENT OF GAIN AS ORDINARY INCOME.
In the case of a sale or exchange, directly or indirectly, of property
described in subsection (b)-
(1) between a husband and wife; or
(2) between an individual and a corporation more than 80 per-
cent in value of the outstanding stock of which is owned by such
individual, his spouse, and his minor children and minor grandchil-
dren; any gain recognized to the transferor from the sale or exchange
of such property shall be considered as gain from the sale or exchange
or property which is neither a capital asset nor property described in
section 1231.
(b) SECTION APPLICABLE ONLY TO SALES OR ExCHANGES OF DEPRECIABLE
PROPERTY.
This section shall apply only in the case of a sale or exchange by
a transferor of property which in the hands of the transferee is prop-
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more that eighty percent of the control30 shall not be considered gain
from the sale or exchange of a capital asset. This argument has been
successful when applied to transfers of patents,'3 1 but patent applica-
tions have generally been held outside the scope of § 1239 since there
is some uncertainty among the courts concerning their depreciable
nature.
32
The Commissioner's position has created two unmerited tax ad-
vantages for amateur inventors that Congress seemingly sought to
prevent with enactment of both § 1235 and § 1239. These inventors
may now utilize the general capital gains provisions of the Code to
receive long-term capital gains treatment of the proceeds from trans-
fers of patents to corporations in which they exercise between twenty-
five and eighty percent of the control. Thus, a tax conscious inventor
may now avoid the restriction on transfers of patents to eighty per-
cent controlled corporations in § 1239 by simply transferring the pat-
ent rights while still in the form of a patent application. Conse-
quently, any restrictions Congress intended to place on the transfer
of patent rights within essentially the same economic group have
been virtually nullified.
The Evolution of Section 1235
Under the general provisions of the current Code and its predeces-
sor, the Internal Revenue Code of 1939,11 there must be a sale or
exchange 34 of a capital asset held for more than six months" for a
transaction to qualify for long-term capital gains treatment. The
focal point of the capital gains provisions is § 1221,'3 which defines a
erty of a character which is subject to the allowance for depreciation
provided in section 167.
The Senate Report on the development of this section specifically mentions patents
as the type of property described in subsection (b). See S. REP. No. 781, 82d Cong.,
1st Sess. (1951); 1951 U.S. CODE CONo. & AD. SERv. 1969, 2042.
"INT. REv. CODE of 1954, § 1239(b), the text of which appears in note 29 supra,
actually refers to property "which in the hands of the transferee" is depreciable. Thus,
it need not be property that the transferor was eligible to depreciate.
"'See Estate of Stahl v. Commissioner, 442 F.2d 324 (7th Cir. 1971).
2See text accompanying notes 101-06 infra.
*INT. REV. CODE of 1939, ch. 1, § 117, 53 Stat. 50 as amended.
311NT. REV. CODE of 1954, § 1222(3); INT. REV. CODE of 1954, § 1231(a).
INT. REv. CODE of 1954, § 1221, the text of which appears in note 37 infra.
"INT. REV. CODE of 1954, § 1222(3); INT. REV. CODE of 1954, § 1231(a).
rIUNr. REV. CODE of 1954, § 1221 provides:
For purposes of this subtitle, the term "capital asset" means
property held by the taxpayer (whether or not connected with his
trade or business), but does not include-
(1) stock in trade of the taxpayer or other property of a kind
1974]
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capital asset as any property held by the taxpayer subject to certain
exceptions. Two of the exceptions are stock in trade and property
used in the taxpayers trade or business that is subject to the allow-
ance for depreciation provided in § 167.38 Both patents and patent
applications have been held to constitute property9 and thus fulfill
the preliminary qualification of a capital asset.
If a patent is held for use in a business and the underlying inven-
tion is used in the operation of that business, it is subject to the
allowance for depreciation" and is thereby excluded from considera-
which would properly be included in the inventory of the taxpayer if
on hand at the close of the taxable year, or property held by the
taxpayer primarily for sale to customers in the ordinary course of his
trade or business;
(2) property, used in his trade or business, of a character which
is subject to the allowance for depreciation provided in section 167,
or real property used in his trade or business;
(3) a copyright, a literary, musical, or artistic composition, a
letter or memorandum or a similar property, held by -
(A) a taxpayer whose personal efforts created such
property,
(B) in the case of a letter, memorandum, or similar
property, a taxpayer for whom such property was prepared
or produced, or
(C) a taxpayer in whose hands the basis of such prop-
erty is determined, for purposes of determining gain from a
sale or exchange, in whole or part by reference to the basis
of such property in the hands of a taxpayer described in
subparagraph (A) or (B);
(4) accounts or notes receivable acquired in the ordinary course
of trade or business for services rendered or from the sale of property
described in paragraph (1); or
(5) an obligation of the United States or any of its possessions,
or of a State or Territory, or any political subdivision thereof, or of the
District of Columbia, issued on or after March 1, 1941, on a discount
basis and payable without interest at a fixed maturity date not ex-
ceeding one year from the date of issue.
INT. REV. CODE of 1954, § 167. This section provides in pertinent part:
(a) GENERAL RULE.
There shall be allowed as a depreciation deduction a reasonable
allowance for the exhaustion, wear and tear (including a reasonable
allowance for obsolescence)-
(1) of property used in the trade or business, or
(2) of property held for the production of income.
39See, e.g., Samuel E. Diescher, 36 B.T.A. 732 (1937), aff'd, 110 F.2d 90 (3d Cir.
1940) (patent applications are property); Densmore v. Scofield, 102 U.S. 375 (1880)
(patents are property).
'0Treas. Reg. § 1.167(a)-3, T.D. 6452, 25 Fed. Reg. 955 (1960), the text of which
appears in note 25 supra.
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tion as a capital asset. However, the sale or exchange of a patent used
in a business may be treated as the sale of a capital asset by virtue
of § 1231.1' In accordance with this section, a gain on the sale or
exchange of real or depreciable property used in the taxpayer's trade
or business and held for more that six months is treated as a capital
gain, but any loss is treated as an ordinary loss.42 This section has
been held applicable to patents,4 3 but it is unclear whether patent
applications could qualify due to the uncertainty of their depreciable
nature."
Prior to the enactment of § 1235, most of the controversy over the
tax treatment applicable to transfers of patent rights was contingent
upon two factors: (1) whether the inventor was a professional or an
amateur;" and (2) whether there had been a sale or exchange.48 If the
inventor was deemed to be a professional, a patent was considered his
stock in trade and thus not a capital asset as defined in § 1221. Any
gain realized upon its sale was ordinary income. 7 However, in the
hands of an amateur inventor the patent was a capital asset and any
gain recognized upon its sale was taxed at capital gain rates.48
The major difficulty arose not with the status of the inventor, but
"INT. REv. CODE of 1954, § 1231 provides in pertinent part:
(a) GENERAL RULE.
If, during the taxable year, the recognized gains on sales or ex-
changes of property used in the trade or business, plus the recognized
gains from the compulsory or involuntary conversion (as a result of
destruction in whole or in part, theft or seizure, or an exercise of the
power of requisition or condemnation or the threat or imminence
thereof) of property used in the trade or business and capital assets
held for more than 6 months into other property or money, exceed the
recognized losses from such sales, exchanges, and conversions, such
gains and losses shall be considered as gains and losses from sales or
exchanges of capital assets held for more than 6 months. If such gains
do not exceed such losses, such gains and losses shall not be considered
as gains and losses from sales or exchanges of capital assets....
'"The ordinary loss only occurs when the taxpayer has one transaction within the
terms of § 1231 during the taxable year. If the taxpayer has more than one § 1231
transaction, all gains and losses from these transactions are aggregated in the "hotch-
pot" of § 1231(a). If the "hotchpot" result is a net gain, then each transaction is either
a capital gain or a capital loss. However, if the result is a net loss, then each transaction
is treated as ordinary income or loss.
13See, e.g., Perkins v. United States, 216 F. Supp 618 (D.N.J. 1963).
"See text accompanying notes 101-06 infra.
'"See, e.g., Kronner v. United States, 110 F. Supp. 730 (Ct. Cl. 1953).
"See, e.g., Edward C. Myers, 6 T.C. 258 (1946). See also Frost, Tax Consequences
of Patent Transfers, 7 STAN. L. Rxv. 349 (1955).
'7Harold T. Avery, 47 B.T.A. 538 (1942).
"Kronner v. United States, 110 F. Supp. 730 (Ct. Cl. 1953).
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in connection with the method by which the patent was transferred.
Frequently patents are sold on a "royalty" basis over a period of time
coterminous with the life of the patent,49 or contingent upon the
amount of revenue the patent produces for the transferee." The trans-
feror normally retains a limited degree of control over the property
until the purchase price is paid. Hence there is a problem in meeting
the requirement that there be a sale or exchange of the patent."
For many years the courts were in general agreement that periodic
payments for the use of a patent could not be considered a sale or
exchange for the purposes of a capital transaction.2 However, a turn-
ing point from this line of authority came in the case of Edward C.
Myers.5 3 In this case an inventor transferred the exclusive license to
use, manufacture, and sell the invention represented by the patent
in exchange for consideration to be paid in the form of royalties
contingent upon the amount of sales of the invention. The Tax Court
held that this agreement constituted a sale and allowed capital gains
treatment on the proceeds received by the transferor.54 The court
rejected the Commissioner's argument that the transferor's retention
of the right to terminate the agreement if certain amounts of royalty
payments were not made, and the fact that the transferee had the
"'See, e.g., Lan Jen Chu v. Commissioner, 486 F.2d 696 (1st Cir. 1973).
mSee, e.g., Edward C. Myers, 6 T.C. 258 (1946).
5'INT. REv. CODE of 1954, § 1222(3); INT. REv. CODE of 1954, § 1231(a).
52The criteria previously relied upon by the Commissioner in determining if there
had been a sale or exchange were established by the Supreme Court in an early patent
infringement case. In Waterman v. Mackensie, 138 U.S. 252 (1891), the Court denied
the plaintiff standing to sue for infringement on an agreement that gave her the "sole
and exclusive right and license to manufacture and sell" under the patent. Id. at 257.
The Court held that the agreement constituted a license and not an assignment since
there was no grant of the right to use the patented item, and hence, there was no
assignment of title. In his opinion, Justice Gray stated that a patent holder may assign:
... 1st, the whole patent, comprising the exclusive right to make, use
and vend the invention throughout the United States, 2d, an undi-
vided part or share of that exclusive right; or, 3d, the exclusive right
under the patent within and throughout a specified part of the United
States .... A transfer of either of these three kinds of interests is an
assignment .... Any assignment or transfer, short of one of these,
is a mere license ....
Id. at 255. Although Waterman was not a tax case, this language was relied upon by
the courts and the Commissioner to support the position that periodic payments re-
ceived for the use of a patent could not meet the sale or exchange requirements of a
capital transaction. See Commissioner v. Celanese Corp., 140 F.2d 339 (D.C. Cir.
1944); Commissioner v. Hopkinson, 126 F.2d 406 (2d Cir. 1942); Claude Neon Lights,
Inc., 35 B.T.A. 424 (1937); Julius E. Lilienfeld, 35 B.T.A. 391 (1937); Parke, Davis &
Co., 31 B.T.A. 427 (1934).
w6 T.C. 258 (1946).
5"Id. at 263.
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right to terminate after a certain date, were inconsistent with a sale
of the patent on the grounds that these were mere conditions subse-
quent which did not affect the passing of legal title."
Although the Commissioner originally acquiesced to the Myers
decision, 56 he later withdrew his acceptance. In Mimeograph 6490,1
the Treasury declared that ordinary income will always be recognized
by the owner of a patent if the patent is sold or licensed for an amount
determined (1) by a fixed percentage of the sales price or (2) an
amount per unit manufactured or sold or (3) any other amount mea-
sured by the production, sale, or use or (4) amounts payable periodi-
cally over time coterminous with the transferee's use of the patent."
The policy in Mimeograph 6490 expressed the position that a sale or
exchange could not occur under any form of a royalty agreement.
However, the courts consistently held against the Treasury if the
transaction met the criteria present in the Myers decision." Thus, if
an amateur inventor sold his patent rights on a royalty basis, he was
faced with the prospect of litigation, albeit successful, if he claimed
capital gains treatment on the proceeds.
Section 1235
Section 1235 was enacted to ensure that sales of patent rights by
amateur and professional inventors would be treated alike, and to
neutralize the effect of Mimeograph 6490.0 The Senate Finance Com-
mittee report stated:
The present distinction between amateur and professional
inventors and between royalty income and installment pay-
ments is both arbitrary and confusing since, due to the inher-
ent uncertainties, a royalty type of arrangement is the reason-
able way for an inventor to sell a patent.61
'Id. at 264.
m1946-1 CUm. BuLL. 3.
111950-1 CuM. BULL. 9.
"'Id. at 10.
"Watson v. United States, 222 F.2d 689 (10th Cir. 1955); United States v. Carruth-
ers, 219 F.2d 21 (9th Cir. 1955); Allen v. Werner, 190 F.2d 840 (5th Cir. 1951); Kronner
v. United States, 110 F. Supp. 730 (Ct. Cl. 1953).
"See S. REP. No. 1622, 83d Cong., 2d Sess. (1954); 1954 U.S. CoDE CONG. &
AD. NEws 4621, 5082.
"Id.; 1954 U.S. CODE CONG. & AD. NEws 4621, 4747.
It is interesting to note that in the Internal Revenue Act of 1950, Congress rede-
fined "capital assets" and "property used in a trade or business" to exclude a "copy-
right, a literary, musical, or artistic composition or similar property" when held by the
creator or one whose basis was determined by reference to the creator's basis. Congress
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Consequently § 1235 provides that an inventor is eligible for long-
term capital gains treatment on the transfer of "all substantial
rights" to a patent regardless of the inventor's professional status, the
period the asset is held or the method of payment.
The Commisioner's reaction to the new section was to announce
that he would continue to oppose the Myers decision in all cases
outside the scope of § 1235.62 The Senate Report noted as illustrative
of this type of case transfers by individuals who failed to qualify as
holders, or sales of patents in years to which § 1235 was inapplica-
ble . 3 However, in 1958 the Commissioner ruled, in response to several
decisions by the Tax Court, 4 that he was withdrawing his opposition
to the Myers case. 5 With this barrier removed, it appeared that ama-
teur inventors could obtain capital gains treatment on the sale of
their patent rights alternatively under § 1235, § 1231, or § 1221.1 In
addition, transferors who did not qualify as holders under § 1235
could now turn to § 1231 or § 1221 even though they received their
consideration in the form of royalties.
The question of the exclusive nature of § 1235(d) was not raised
as an issue in most of the early cases interpreting § 1235.7 The courts
and the Commissioner apparently assumed that a transfer of patent
rights by an amateur inventor which failed to satisfy any of the quali-
fications of § 1235 would not be precluded from utilizing the other
considered the potential capital gains treatment of the income of amateur authors a
loophole in the Code which they should close. S. REP. No. 2375, 81st Cong., 2d Sess.
(1950); 1950 U.S. CODE CONG. & AD. Ss-av. 3053, 3097-98. The House version of the bill
also included "inventors" and "patents" in the same category but this portion of the
bill was dropped in committee because "the desirability of fostering the work of such
inventors outweighs the small amount of additional revenue which might be obtained
. ... Id.; 1950 U.S. CODE CONG. & AD. SERV. at 3098. Presumably Congress consid-
ered the development of a hot dog skinning machine more vital to the public welfare
than encouraging authors to create masterpieces. See Davis v. Commissioner, 491 F.2d
709 (6th Cir. 1974), aff'g 31 CCH Tax Ct. Mem. 1155 (1972). For a discussion of the
similarities and differences of the tax treatment of authors and inventors, see Note, A
Comparison of the Tax Treatment of Authors and Inventors, 70 HARv. L. REV. 1419
(1957).
"Rev. Rul. 55-58, 1955-1 CUM. BuLL. 97.
'S. REP. No. 1622, 83d Cong., 2d Sess. (1954); 1954 U. S. Code CONG. & AD. NEws
4621, 5084.
"See, e. g., Leonard Coplan, 28 T.C. 1189 (1957); Roy J. Champayne, 26 T.C. 634
(1956).
"Rev. Rul. 58-353, 1958-2 CuM. BULL. 408.
"See text accompanying notes 49-59 supra.
"See, e.g., James C. Hamrick, 43 T.C. 21 (1964); Julian A. McDermott, 41 T.C.
50 (1963); George N. Soffron, 35 T.C. 787 (1961); Sheen v. United States, 164 F. Supp.
543 (E.D. Pa. 1958); Herbert C. Johnson, 30 T.C. 675 (1958).
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capital gains provisions of the Code. In Leonard Coplan,5 the patent-
holder was clearly ineligible for the benefits of § 1235 since the trans-
fer was to his wholly owned corporation. 9 Although the argument was
not presented, the Tax Court noted that the Government could have
maintained that § 1235 was the exclusive means by which an inventor
may receive capital treatment on the sale of his patent rights." How-
ever, the court did not decide this question and ruled instead for the
taxpayer since the transfer satisfied the general Code provisions on
capital gains.
Many subsequent cases held in favor of the taxpayer-inventor on
the ground the § 1235 did not bar access to the general capital gains
provisions of the Code if the transfer did not meet the requirements
of that section.7' The regulations issued under § 1235 are in accord
with this position. 2 They provide that § 1235 is to be disregarded in
determining whether there has been a capital transaction in cases not
specifically within its terms. One of the situations mentioned as being
outside the scope of § 1235 was a transfer by a holder to a related
person, including controlled corporations, which is excluded from the
benefits of that section by § 1235(d)(2).1 3
The validity of the regulations interpreting § 1235 was ques-
tioned in the case of Myron C. Poole.75 The Tax Court refused to
follow the regulations and relied instead upon the legislative history
of the section. The transfer in question was by an inventor to a corpo-
ration in which he owned fifty percent of the stock and was thereby
precluded from the favorable treatment of § 1235.70 The taxpayer
-28 T.C. 1189 (1957).
"INT. R.v. CODE of 1954, § 1239, the text of which appears in note 29 supra, was
not applicable to this transaction which occurred in 1950. Section 1239 applies only to
transfers after May 3, 1951.
1'28 T.C. at 1192.
"See cases cited in note 67 supra.
2Treas. Reg. § 1.1235-1(b) (1957).
111w. REv. CODE of 1954, § 1235(d), refers to transfers of patent rights to related
persons and to corporations in which the transferor owns more than 25% of the control.
See note I supra.
"Treasury Regulations must be upheld if they "implement the congressional man-
date in some reasonable manner." United States v. Cartwright, 411 U.S. 546, 550
(1973), quoting United States v. Correll, 389 U.S. 299, 307 (1967).
1346 T.C. 392 (1966).
"5The taxpayer in Poole argued that he should have been awarded the benefits of
§ 1235. The patent rights were transferred by the taxpayer Poole to Revolvex Corpora-
tion, an institution that he was not "related" to for the purposes of § 1235. The same
day Revolvex transferred a nonexclusive license to the patents to Ventoura Corpora-
tion, of which Poole owned over 80% of the value of its outstanding stock. The Tax
Court labeled the transfer to Revolvex a sham and subsequently dismissed Poole's
contention that he was entitled to capital gains treatment under § 1235. 46 T.C. at
399-405.
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contended that he was entitled to capital gains treatment on his
income by virtue of the general capital gains provisions of the Code
even though the transaction was ineligible for § 1235 benefits. The
court rejected this argument and held that for any transaction de-
scribed in § 1235(a), that section is the exclusive means by which a
holder can obtain capital gains treatment on the proceeds from the
sale of a patent. The court stated:
The legislative history with respect to section 1235 explains
that a holder's recourse to prior case law is proper only when
the transaction is not one described in section 1235 (a). In other
words, if the payments for a patent are contingent upon pro-
ductivity, use, or disposition, or if they are payable periodi-
cally over a period generally coterminous with the transferee's
use of the patent, section 1235 is the holder's exclusive provi-
sion for qualifying for capital gains treatment. . . . If a holder
transfers a patent resulting in the payment of royalties in the
manner described in section 1235(a) to a related person, and
if we were to hold that such a transfer is entitled to capital
gains treatment under another provision of law, we would be
nullifying section 1235(d). Since section 1235(d) was included
in the law, it must have been done for a purpose-the purpose
of denying capital gains treatment to a holder's transfer to
related persons when the payments are of the type described
in section 1235(a).7
Thus, under the terms of the Poole decision the only transfers of
patent rights to be governed by the general provisions of the Code are
those by transferors who fail to qualify as holders, or transfers by
holders for consideration not in the form of royalty payments.
7
1
Although Poole represented a drastic break from the line of au-
thority preceding it, the result appears to reflect correctly the legisla-
tive intent behind § 1235. The Senate Finance Committee report
states:
It is the intention of your committee that, if the mode of
payment is as described in subsection [1235(a)], the sale of a
patent by any "holder" must qualify under the section in order
for such "holder" to obtain capital gain treatment. However,
771d. at 404-05.
" Congress has acknowledged that a royalty arrangement is the reasonable way to
sell patents. See text accompanying note 61 supra.
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the benefits of this section are to be limited to those individu-
als and transfers qualifying under its terms.7"
The House reports on § 1235 and the 1958 amendments to the sec-
tion 0 similarly support the conclusion in Poole.s'
However, additional language in the reports relied upon by the
Poole court also served as authority for the Commissioner's rejection
of the result in that case.2 In Revenue Ruling 69-482 the Treasury
stated that "the mere fact that a patent transfer by a holder for
contingent amounts does not qualify for long-term capital gains treat-
ment under section 1235 of the Code, will not prevent it from qualify-
ing for such treatment under other provisions of the Code if it would
qualify for such treatment in the absence of section 1235." The
Commissioner relied upon the statement of the report, "[i]n enact-
ing this section. . . your committee has no intention of affecting the
operation of existing law in those areas without its scope,"'84 to sup-
port the conclusion in Revenue Ruling 69-482. While this statement
could be taken as authority for the proposition that § 1235 is in no
way exclusive, it is evident from the legislative history as a whole that
Congress intended to make § 1235 exclusive in the case of transfers
described in § 1235(a) by holders as defined by § 1235(b) when trans-
fers are to a controlled corporation.
The Commissioner's position in Revenue Ruling 69-482 is appar-
ently predicated upon his reluctant acquiescence to the Myers deci-
sion . 5 Since royalty agreements now fulfill the sale or exchange re-
quirement of a capital transaction,8 the Commissioner evidently con-
7S. REP. No. 1622, 83d Cong., 2d Sess. (1954); 1954 U.S. CODE CONG. & AD. NEws
4621, 5084.
wrThis amendment to § 1235(d) changed the exclusionary provisions of § 1235
from transfers to "more than 50%" controlled corporations to transfers to "25% or
more" controlled corporations.
"'H.R. REP. No. 1337, 83d Cong., 2d Sess. (1954); 1954 U.S. CODE CONG. & AD.
NEWS 4025, 4422. See note 19 supra. The House report on the 1958 amendment to §
1235(d) stated:
In view of the expecially favorable nature of the capital gains treat-
ment provided under section 1235, your committee believes that this
50 percent test is too high, and that capital gains treatment on the sale
by the inventor of his rights to a patent should not be available under
this section in any case where he owns 25 percent or more of the stock
of the corporation.
H.R. REP. No. 775, 85th Cong., 1st Sess. 33 ('1957).
'2Rev. Rul. 69-482, 1969-2 CUM. BuLL. 164.
"Id. at 165.
R"REv. RuL. 69-482, 1969-2 CUM. BULL. 164, quoting S. REP. No. 1622, 83d Cong.,
2d Sess. 438, 441 (1954).
"4REv. RuL. 58-353, 1958-2 CUM. BuLL. 408.
"See text following note 64 supra.
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siders this the "existing law" outside the scope of § 1235 and thus is
willing to permit holders transferring patent rights under royalty
agreements to utilize §§ 1221 and 1231.87
While the Commissioner's position finds some basis in the legisla-
tive history of § 1235, the same language can be used to support an
opposite view.8 At the time of enactment of the section, Mimeograph
6490 was still in force.8" When Congress spoke of the existing law
outside the scope of the new section, it was referring to the fact that
capital gains treatment was not available for any inventor, profes-
sional or amateur, if the patent rights were sold on a royalty basis.
Section 1235 represented a legislative sanctuary for both amateur and
professional inventors to enable them to receive capital gains treat-
ment on royalty sales. The logical interpretation of § 1235 indicates
that Congress was creating a special tax advantage for inventors, but
this preferential treatment was not to be available if the inventor
transferred the patent rights to a member of his economic group.
Thus, the Commissioner's interpretation of the section ignores the
strict plan favored by Congress and bestows undue benefits upon
amateur inventors.
The Ramifications of Revenue Ruling 69-482
The most obvious effect of the Commissioner's position is to ena-
ble amateur inventors to receive capital gains treatment on transfers
of their patent rights to corporations in which they exercise between
twenty-five and eighty percent control. This is accomplished by sim-
ply utlizing the provisions of § 1221 if the patent is considered a
capital asset,8 1 or relying upon § 1231 if the patent constitutes busi-
ness property.2 In addition, the distinction between amateur and
professional inventors is still viable since both sections preclude capi-
tal gains treatment to transfers of property considered stock in
trade. 3
A limitation on the availability of capital gains treatment under
§§ 1221 and 1231 is found in § 1239. This section provides that any
gain realized from the sale or exchange of property which in the hands
of the transferee would be "of a character subject to the allowance
"INT. REV. CODE of 1954, § 1221, the partial text of which appears in note 37 supra;
INT. REV. CODE of 1954, § 1231, the partial text of which appears in note 41 supra.
mSee text accompanying note 84 supra.
"See text accompanying notes 56-59 supra.
1'See Frost, Tax Consequences of Patent Transfers, 7 STAN. L. REV. 349, 353 (1955).
"ITNT. REV. CODE of 1954, § 1221, the text of which appears in note 37 supra.
2
INT. REV. CODE of 1954, § 1231, the partial text of which appears in note 41 supra.
'3INT. REV. CODE of 1954, § 1221(1); INT. REV. CODE of 1954, § 1231(a).
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for depreciation" to a corporation in which the transferor controls
more that eighty percent of the value of the outstanding stock shall
not be considered gain from the sale or exchange of a capital asset. 4
While the capital gains preclusion in § 1239 is limited to transfers
of depreciable property, the limitation found in § 1235(d) is not.
Under its terms, § 1235 contemplates transfers of "all substantial
rights" to a patent, 5 regardless of whether they are embodied in a
patent, a patent application, or just an idea not yet reduced to a
tangible form. 8 Consequently, the only form of patent rights that can
safely be considered depreciable are fully approved patents.
Congress explicitly mentioned patents as being the type of prop-
erty contemplated by § 1239 when it enacted the section. 7 However,
as a result of the Commissioner's construction of § 1235, even this
limitation on transfers of patent rights to controlled corporations has
been circumvented. In Estate of Stahl v. Commissioner, Lan Jen
Chu v. Commissioner," and Davis v. Commissioner,1' the taxpayer
inventors sought capital gains treatment on the proceeds of the sale
of patent applications to corporations in which they had more than
eighty percent of the control. The Commissioner attacked the trans-
fers on the grounds that § 1239 dictated that the gain be taxed at
ordinary rates, since patent applications, once they are approved,
would become depreciable property.
The applicability of § 1239 to the transfers of patent applications
must hinge upon a determination of the depreciable nature of the
"hNw. REv. CODE of 1954, § 1239, the text of which appears in note 29 supra.
qINr. REV. CODE of 1954, § 1235(a).
'"S. REP. No. 1622, 83d Cong., 2d Sess. (1954) states:
The section does not apply to a property right in an invention differing
from the monopoly rights evidenced by a patent. However, since the
inventor possesses an exclusive inchoate right to obtain a patent, he
may transfer his interest, whatever it may be, in any subsequently
issued patent before its issuance and before as well as after he has
made application for such patent.
1954 U.S. CODE CONG. & AD. NEws at 5082. See Fawick v. Commissioner, 436 F.2d 655
(6th Cir. 1971), in which the court stated: ". . . Congress used the term 'property' in
the phrase 'property' consisting of all substantial rights to a patent' [§1235(a)] to
assure that the section would apply to transfers that take place both before and after
the patent is granted . . . ." Id. at 663-64. See also Winkelman, Taxation of Pat-
ents-Does "Field of Use" Reservation Prevent Capital Gains Treatment? 50 TAXEs
696, 699-700 (1972).
"See note 29 supra.
"-442 F.2d 324 (7th Cir. 1971) af'g in part, rev'g in part, 52 T.C. 591(1969).
"1486 F.2d 696 (1st Cir. 1973), aff'g 58 T.C. 598 (1972).
100491 F.2d 709 (6th Cir. 1974), aff'g 31 CCH Tax Ct. Mem. 1155 (1972).
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applications.'"' Generally, the courts have considered patent applica-
tions non-depreciable property.' 2 The Regulations require that to be
depreciable an intangible asset' 3 must have a limited useful life that
can be estimated with reasonable accuracy' so that the cost of the
asset may be allocated annually. Unless an application is subse-
quently approved, it has only inchoate property characteristics' 5 and
thus does not possess the definitive life over which the cost can be
depreciated.0 6 The courts in Stahl, Chu, and Davis adhered to this
line of reasoning with one minor exception. The Stahl court deter-
mined that if a patent application had received indications of allow-
ance' 7 from the Patent Office, then it was "sufficiently mature" to
be treated as a patent and thus fell within the confines of § 1239.08
However, those patent applications which had not received any indi-
cations of allowance were held to be outside the scope of that section.
With the evolution of the line of authority represented by these
cases, any restrictions Congress desired to place upon transfers of
patent rights to controlled corporations have been eliminated. Reve-
nue Ruling 69-482, permits a taxpayer-inventor to ignore the provi-
sions of § 1235 if his transfer is to a corporation in which he owns more
than twenty-five percent of the control. Although the Commissioner
initiated the weakening of § 1235, he apparently thought that the
conventional restrictions on transfers to controlled corporations
found in § 1239 would prevent abuses of the capital gains provisions.
However, what he failed to consider was the fact that patent rights
may be transferred in an inchoate form, thereby avoiding conven-
tional restrictions that are only applicable to transfers of depreciable
property. Thus, all an inventor need do to avoid § 1239 is to transfer
"'Davis v. Commissioner, 491 F.2d 709 (6th Cir. 1974), af'g 31 CCH Tax Ct. Mem.
1155 (1972); Lan Jen Chu v. Commissioner, 486 F.2d 696 (1st Cir. 1973), af'g 58 T.C.
598 (1972); Estate of Stahl v. Commissioner, 442 F.2d 324 (7th Cir. 1971), afl'g in part,
rev'g in part, 52 T.C. 591 (1969).
'"Lan Jen Chu v. Commissioner, 486 F.2d 696, 702 (1st Cir. 1973), citing United
States Mineral Products Co. v. Commissioner, 52 T.C. 177 (1969); Hershey Mfg. Co.
v. Commissioner, 14 B.T.A. 867, aff'd, 43 F.2d 298 (10th Cir. 1930).
"'Examples of intangible assets are patents and copyrights. See Trees. Reg. §
1.167(a)-3, T.D. 6452, 25 F.R. 955 (1960), quoted in part at note 25 supra.
10id.
'O'Sarkes Tarzian, Inc. v. United States, 159 F. Supp. 253 (S.D. Ind. 1958).
"'°4 J.MERTENS, FEDERAL INCOME TAXATION, § 23.74 (1973).
"'If a patent application appears certain to become a patent, the Patent Office
will send the applicant an official Notice of Allowance. 37 C.F.R. § 1.311 (1973). In
Stahl, the taxpayer had received the Notice of Allowance for application numbers
274,761 and 274,762 and had also received notification from the Patent Office that
number 361,229 "appeared allowable." 442 F.2d at 327.
1'Id. at 328.
